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Understanding The Impact Of Financial
Decisions On Financial Statements:
A Pedagogical Note

Tom Arnold, LeRoy D. Brooks and Terry D. Nixon

University of Richmond, John Carroll University and Miami University

Viable financial planning requires financial managers' understanding of the
consequences of impending decisions on their company’s financial performance
and position. Understanding the impact of prior decisions on their financial
statements also enables future decisions aimed at improving their shareholders’
wealth. This note intends to contribute to developing this capacity in finance
students. We provide a presentation format directly connecting financial
decisions to financial statement Impacts. Bridging material covered in
accounting courses and a finance student's needs as a possible future manager
or analyst, this classroom pedagogy supplements and reinforces the objectives
of the financial planning component of a finance course.

INTRODUCTION

The beginning finance student is often unable to link the knowledge gained in
accounting courses to financial decision-making. Recognizing this phenomenon, many
business schools have introduced a separate intermediate accounting course for finance
majors with a primary objective of providing this needed understanding. This note
provides a possible bridge to enhancing students' understanding of the impact of
business decisions on financial performance and position, represented in traditional
accounting statements. The proposed pedagogy benefits the objectives of either the
finance-based intermediate accounting course or the financial planning module of a
basic or intermediate corporate finance course. This pertinent knowledge enables
students to use financial planning to better assess the consequences, desirability, and
pitfalls of impending financial decisions, as well as evaluating the impact of previous
financial decisions.

As anecdotal examples of students’ faulty perceptions, many seasoned instructors of
finance have experienced student statements like: “How can you say that this company
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doesn’t have the funds to invest in a new project? The balance sheet shows that we have
$1 billion of retained earnings. Why doesn’t this firm have any cash;'it had a huge net
profit last year?”.In:each:case, the questioner falls o understand the financial
consequences of the knowledge gamed from accountmg The student may recognlze the
decision's impact on specific accounts and the’ mechamcs of denvxng the financial
statements, but lacks the ability to interpret the ﬁnanc1al 51gn1f1cance of the decision.
As educators, it is our responsibility to prov1de students with an ablllty to critically
analyze the financial implications of their decisions and recogmze these consequences
“through the impact on the financial statements.
By integrating their financial and accounting knowledge, the pedagogical exercise
aids students in analyzing pro forma and actual financial statements, including the
~ balance sheet and the income statement. Viewing transactions based only on
- accounting identities does not allow the student to readily understand the full
~ consequences of particular decisions. The forwarded pedagogy in this note provides a
" direct linkage among the financial decision, the accounting mechanics, the financial
‘statements (balance sheet and income statement) impacts, and the effects and
" consequences to the company's financial performance and financial position. The
- student is able to assess previous decisions and make appropriate future decisions.

XYZ CORPORATION'S ENVIRONMENT

Table 1 contains the set of decisions directly affecting the financial position and
performance of XYZ for the month of January of the current year. The objective of the
exercise is to have the number of decisions and the resulting required transactions
sufficiently large enough to demonstrate the financial impacts arising from prior
decisions, financial decisions required for current operations, and investment decisions
needed for future operations. Yet, inclusion of too many transactions diverts the
students' focus from the primary objective. The objective is to highlight the importance
of their individual decisions, and demonstrate how their decisions shape the financial
performance and position of their company. The first three transactions in Table 1 arise
from prior operations, while transactions four though nine are from current operating
decisions, while the last transaction is for an investment in inventory needed for future
operating periods.

With respect to decisions related to current operations, the intent is to demonstrate
to the students the types of decisions that impact current operating performance, why
they are necessary, and how they impact company performance. The students then can
see the clear linkage of their decisions to the resulting income statement performance.
We will demonstrate this linkage through the discussion of the specific decisions while
also showing each decision's effect on the firm's financial position, which is represented
by simultaneous changes in the balance sheet.
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Table 1. One Month of Company Transactions

$40,000 in cash is collected from Accounts Receivable.

$55,000 of the Accounts Payable is due this month and is paid in cash.

The mortgage payment of $2,QQ7, which includes a monthly interest rate of 12%
APR, is paid in cash. The principal payment is $493 and the interest expense is
$1,534.

The company has $80,000 in sales revenue: $50,000 is in credit sales and is
included in the Accounts Receivable, and the remaining $30,000 of sales are for
cash.

The cost of goods sold required to generate the Transaction 4 sales is $50,000. The
goods are sold out of inventory.

Selling and Administrative expenses are $13,000 and are paid in cash.

The plant is depreciated by $875 and the equipment is depreciated by $417.

The tax rate is 40% and is accumulated in the Taxes Payable Account and paid on
the first quarter tax due date of April 15",

Pay $.25 dividend to shareholders (20,000 shares outstanding) in cash.

The minimum inventory investment level to satisfy safety stock requirements is
$30,000. Given an initial inventory of $70,000 and sales out of inventory of
$50,000, a $10,000 inventory replenishment is needed. The supplicrs grant us
credit for 60 days, thereby, the Accounts Payable will increase by the $10,000.

THE STARTING BALANCE SHEET POSITION

The starting balance sheet for January, which provides the initial and start-of-
month financial position of the company, comes from December the 31* of the prior
year. The second column of Table 2 contains this start-of-month balance sheet for XYZ.

Given a basic accounting class, most students recognize that the column 2 Table 2
balance sheet represents the financial position, or "snapshot," of the firm at a given point
in time. Students need to recognize that the balance sheet represents the starting
financial position of the XYZ Company. This includes the investments previously made
in the various assets in column 2 of Table 2, and the sources of capital provided by
investors in the form of liabilities and equity. An understanding of the company's
financial position, represented in column 2 at the beginning of the period, can be
achieved with a case approach; the instructor asks questions and draws out discussion
from the students. Alternatively, if sufficient time is not available for a case approach, a

12 Advances in Financial Education



VIN yos's s~ S _ - sfrvose § - s (000'S) 5 (0z6) s (seod $ (008'e) _§ (ooo'os) § ooo'sy  $| - s - s - s - s - sl - $ sBuruzeg paureiday o3 passajsues)
VN (000') E 5 000°s) - (000's) - E 5 5 5 5 5 5 5 5 B spuzpiaig
VN vos's | - s - siross 8 - s - $ (076 $ (se0) s (008'0) s (ooo'0e) $ o008y s - s - $ - s - s - s| - s (Lva) sexeL 33y sfutuaey
YIN  (029'S) 5 5 (0c9°6) B E () s 007's 000°07 000°TE) 5 5 E 5 - - (@10 540) saxey
VN [ZA82 B3 I s - slravt s - s - S (es’D 8 @erl) $ (000'tl) s (oo0ns) § oov'os | - s - s - s - s - sf - s (Lg3) saxe( s10jag sBurureg
VIN (res't) S - (res't) B - (res'D) - - - B B - - - - - asuadxg 153010
VIN gocst s - s - ssocst s - [ s - $ (z6T) s (000§ (000'05) 8 oo0'0s | - $ - s - [ s - s| - $| soxeg puesasaw sojg sBurusey
VIN (1) o S 1) g B B [35) - B - - B N B - B (wwawdinb3) vonenaidaq
VN (sz8) 5 - (528) - a B (sL8) o 5 o 5 . - 5 o o (aueld) vonersaidag
YIN {ooo'€1) - o (000°€1) o o - o {ooo'en) - o - - - - - - asuadxg sanensurupy pue Sunpag
¥ (000'0S) S o 000'0S) o - ° © . (000'0) - - 2 o - S o FI0S 5poeD Jo 1503
ViN o008 s| - s - sloooos s - s - s - s - s - s - $ ooo'os  §) - s - s - s - s - s - $ snuansy

$399J37 IWAWES SmOdU]
paouryeg PRUntg PRUNMIR paurg  pauntg  paduneg  pawusig  padureg  peoureg  padwreg  padumeg  paurjrg  poumey  paduerg  pacureg peoumzg  pacumeg  padureg AiSar] 122yg >urpeg

(61£'98) 189697 s - $ oooot s |isgesT § - $ (000's) S GESD  § 6z $ (000C)  § (0000S) $ 00008 § | Zososc - s (g% $ (000'ss) § - $ ] 000'90€$ Auabz g saniqer rio),
- s

bOSE  § est'ey  §| - s - slesves s - $ (000S)  $ loze) s (s s (oogn) s (ooo'0s) ¢ ooo'se  slevoss s - s - s - s - s|evssos Aurby el
POS'E s £sl'6p - - £51'6F - (000'S) (oz6) (s2e) {oos'2) (000'0E) 000'8% 6¥9'Sh - - - - 6v9'sy sfupureg paurerry
- $ o000z s} - s - $ooo'oz § - s - s - s - LI s - s - sjooo'oz § - s - s - s - $ { 000’028 (e 1$) Y2015
© s 5 bz
(cz8'68) $ szsooz s] - $_Ooo'ol  siszgoet § - s - $ (r19) $ (1) $ (0TS § (000'07) § 000'7€ S fesgrsl § - $ (g6v)  § (000's)) § - $|1seorzs saumnqer] (rog.
(£6+) S 88751 E 5 858'251 5 - E 5 5 B 5 898751 S (£6¥) 5 5 1SE'Est 2Fefuoyy
- s sanMqer wia-Suoy
foeees) s oss'ey  gf - $ o000l s)ossee s - s - s 19 $ (19 s (oz'e) s (ooo'or) $ ooo'ze s |oooe s - s - $ (000'ss) § - s Jooo'z8s SanQerT uaLIn [ea0).
0L9's $ oLl - - 029'21 - - {19} [319) {ooz's) 000'02) 000'Z¢ 000°21 - - - - 0eo'zt 2lqehed saxe)
ooc'st) $ ooo'oe  $| - $ o000'l  $fooo0z § - s - s - s - s - s - 8 ° sfocoor s - s - $ Qooss) § - s | ooo'ses qeheg sunoasy
sapqer] weLny
ALIND3 ¥ SILLITIEVIT
(61980 ¢ 189’69z $| - $ o000l $|isvesz § - $ (00's) s (bEC)  § (z6Z'l) 5 (ooo'tl)  $ (000'0s) § 00008  § | L0SOST § - s (ger) $ (00'ss) 8 - $ | 000'90¢s sssy [0y
- $
z671) s sos'sTt s - s - sgsoc8zl § - s - s - ${eT) s - s - s - $foooDEl § - $ - s R I $ | 0oo'oEls 1985y paxt Jan
(L1b) $ (L1p'sy) - E L1yt g 5 - [0 S = - (000'sz) B - - - 000's7) uonezaidsg 2oy
S $ 000'08 o o 000'05 . o o - E o o 00005 © S ° 5 000'0S wsudinby
(s28) $ (5.8'501) - o $£8'501) 2 S - (sz8) - = = 000°500) - B - - 000's01) uonerzadaq 3y
- § 0000iZ $ - $ - s o000l § - s - $ - $ - $ - s N s - $ |ooootz  $ - $ - s - $ N $ | 000'01Z8 ey
- s massy paxiy

(220sE) _ $ eweovt s} - S _ooo'or _sfecsost s - $ (oo0's)  $ Ges'D s - $ (ooo'cl) s {000'08) § 00008 s {cosozt § - $ (e6h)  § (oou'ss) 5 - $ | ooo9zts B8y UL 210

000'0t)  $ 000°0€ 5 00001 000'0Z g 5 - 5 5 {000'05) B 00004 - - - 5 000'0L Aosusany

0000t $ 000'08 N 000'08 - - - 2 o o 000'05 000'CE - - - (o000 000'0L 3/qeALIY srunoady

(10’9 § e s - s - sfegoe s - $ (000)  $ (bESD 5 - $ (ooo'e) s - $ o000t $)zosoz s - s (g6y)  $ (000's) § 0000y  §f00O'9ES 4520

sy wann)
SLISSV
£193)37 1294 a0uEeg.
sSueyy uef-1g arueeg aucyeg s3g-1¢
2suepeg 2urjeg afury aJuryy (e afueys afueyd aFuryy sfueyd fueyy afueqy  afuryy ey sfueyy afueys suryy Bueyy »ourieg s3uey) 10 22uejrg 1Ny
Kaovuaany Pred wsusdxg g urapy wowkeg  sjqrArg preg

wapmaN  ysiuayday WapmaN  pupaiq el wonmomdeg o Fures 1505 anuasay W mAN  Julag WO swnedy Aeg oy vy vondusag
ot 6 EETY 2w 889 8% Ry € z 1 (s)19quiny wotdEsuRIL

sdueyn Supug spaous aaning| suonesado juasiny sivedwy suopesuens soisg Fuisers
61 8t Al 91 st vt 5t u n ol 6 ] L 9 s 3 € z 1 vwne)

as1rexy [a1308epaq v :uonisoq pue aduBmIONag [erourulf o 19edwm] SUOISI( [EOUEUL] 7 3[qey,

13

Spring 2004



lecture can establish the required student understanding of the contents of a balance
sheet, income statement, and their relevance to financial management.

FINANCIAL DECISIONS AND RESULTING STATEMENT IMPACTS

Next, we examine management's financial decisions and their direct impact on the
company's financial performance through changes occurring in the income statement
and the simultaneous effects on financial position through induced balance sheet
changes. Given the starting position with the balance sheet in column 2 and the blank
starting income statement, also in column 2, the impact of each of the ten transactions
on either or both statements is contained in columns to the right of column 2. With the
transactions that follow, a student's knowledge is repeatedly reinforced since with each
transaction the balance sheet must have assets equal to liabilities plus equity. This is
demonstrated clearly in each transaction column that will be shown in Table 2. The
teacher must be vigilant in making the student understand that the balance sheet
remains in balance with every transaction. If this algorithm on maintaining the debit
and credit parity is lost it is often very difficult to discover why a balance sheet does not
balance or cannot be reconciled with the income statement.

Prior Decisions' Impacts on Position and Performance

The impact of the first three transactions from Table 1 is presented in columns 3
through 5 of Table 2. The three prior-period decisions impact the current company's
financial position during January because they induce current changes in the balance
sheet. The instructor should go through the impacts of each transaction column by
either class discussion or lecture.

The Prior Transactions' Impacts section of Table 2 contains three transactions,
including the collection of revenues of prior sales from Accounts Receivable, paying
Accounts Payable, and paying the Mortgage principal. Accounts Receivable contributes
$40,000 to an increase in XYZ's Cash account in column 3. Offsetting this increase,
payments reducing Accounts Payable require a $55,000 reduction in cash in column 4
and the principal payment on the Mortgage in column 5 cause another $493 reduction
in the Cash account. These operations and obligations lead to a reduction in the firm’s
cash of $15,493 from the opening balance in column 2 to the trial balance in column 6.

This is an appropriate time through discussion or lecture to make the point that the
three transactions just covered, which affect the Balance Sheet (including assets,
liabilities, and equity), do not have any impact on the Income Statement (presented
below the Balance Sheet information in Table 2). Thus, the payment of debt principal
requires cash, but is not considered an expense on the income statement. However,
interest payments are deducted before taxes and consequently they are included in the
income statement. Transactions 3 and 8 in column 11 of Table 2 reflect the impact of
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interest expense and taxes on the income statement. In sum, the Prior Transactions'
Impacts section of Table 2 demonstrates that a considerable reduction in cash resulted
from earlier period decisions.

Students usually have not considered the linkage between financial decisions and
their later consequence on financial statements and their company's financial position.
Given this condition, this might be an appropriate time to discuss the possible negative
consequences of excessive current financial or operating leverage decisions on the firm's
future financial position and performance. Numerous real-world examples during the
recent 2000 through 2003 economic pull-back may be mentioned to demonstrate that
actual managers may have been guilty of poor planning, or hubris, with respect to
believing that a poor economic environment would not so negatively affect their
company's position and performance. You can then indicate that with appropriate
scenario analysis they may have had better prior decisions and not been so adversely
affected by extremely poor performance, and sometimes failure. The objective is to
establish a connection between current financial decisions and the possible impact of
these decisions on the future position of the firm. This provides a valuable exercise in
better understanding the impact of financial decisions. This insight is not found in most
accounting courses, where the focus is on the recording of each transaction and the
mechanical process of creating the end-of-period financial statements. Discussion of the
decisions that result in the accounting transaction and the future consequence of the
decision are rarely addressed. Establishing this connection is critical in having students
understand the purpose underlying financial planning, including what-if planning,
flexible budgeting, and scenario analysis.

Current Operating Conditions' Impacts on Position and Performance

The impacts from the current month's operating decisions, which have both income
statement and balance sheet effects, are shown in columns 7 through 12 of Table 2. As
before, the instructor can go through the impacts of each transaction column by either
class discussion or lecture. Each of the included transactions (numbered 4 through 9 in
Table 1) is now briefly reviewed.

From transaction 4 of Table 1, the firm records $80,000 in Revenues in column 7 of
Table 2 during the current month. Of this amount, $30,000 is received in cash while the
remaining $50,000 is sold to customers on credit and is reflected in an increase in the
firm’s Accounts Receivable line of Table 2. The impact on the income statement is
recognized with $80,000 on the Revenue line and the offsetting Taxes line marginal tax
consequence of an additional $32,000 tax liability. This net income statement effect of
$48,000 ($80,000 - $32,000) is the net income after tax effect arising exclusively from
this transaction, that is, without considering the costs required in obtaining the
revenues. The students can then see that this net effect of $48,000 results in an identical
size increase of the Retained Earnings line of the balance sheet of the company.
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An important lesson can be provided to students from the income statement section
and the Retained Earnings line from the balance sheet section of Table 2. Each Current
Operation transaction from the incéme statement affects a number of accounts, but
always affects the retained earnings account by the transaction's net change in Earnings-
After-Taxes. Companies today with iiﬁ;ernal computerized accounting systems have the
capability of generating statements at any given point of time; if desired, this could be
done transaction by transaction. The Table 2 format can also be used to accomplish this
task, and is discussed later in more detail.

An advantage of the Table 2 approach comes from not having to go through the
accounting requirements of closing out the income statement at the end of the period to
find the increase in retained earnings. Also, the standard practice-set approach used in
accounting courses generally disconnects the initial decision, the transaction, and the
resulting impact on financial statements. In the accounting set environment large
numbers of transactions are recorded separately to accounts one entry at a time. Next, at
the end of the journal entry phase, the results of numerous transactions are reflected in
a given line account. These are then used to create the income statement, which in-turn
is closed out with the Earnings-After-Taxes being closed to the Retained Earnings
account on the balance sheet. In this environment, most students do not recognize the
connection between the original decision and the resulting impact on the financial
condition of the company. Table 2 helps clarify this connection.

The remaining transactions, 3 and 5 through 9 from Table 1 are in the Current
Operations section of Table 2. Not covered in detail here, the logic and objectives in
learning noted above can be reinforced by having students understand the impacts of
various decisions and types of transactions. We have included a cost transaction in
column 8 of Table 2 requiring the expensing of a current asset, inventory, and a selling
and administrative expense transaction in column 9 requiring a cash payment. The
depreciation charge in column 10 reflects the expiration of the service potential of fixed
assets that are expensed during the month. It is worthwhile having students recognize
that this transformation of an asset to operating benefits enables business continuance
and revenue generation. This is also an appropriate point in the presentation to indicate
that the investment in the asset occurred and required the cash flow in an earlier period.
Thereby, the depreciation write-off only has an indirect cash flow effect in the current
period because of the reduction in taxes coming from now recognizing this non-cash
flow expense. The interest expense coming from the mortgage payment is covered in
column 11 while the principal component of the total payment was reflected in column
5, covered previously. The dividend payment in column 9 reduces the Retained
Earnings account line and is a distribution after Earnings-After-Taxes in the income
statement section.

With the observed column changes by each transaction in the balance sheet and
income statement, students are easily able to recognize how each of the financial
decisions contribute to changes in the firm's final financial position and performance.
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The operating decisions help students appreciate that the income statement represents
an accumulation of transactions over a given time perlod that are directly related to the
period's operating needs and the operatmg performance of the company.

As an in-class and/or homework exercise, the instructor can have students
determlne the balance sheet position and income statement performance position at the
end of any of the transactions in columns 7 through 11. This reinforces student

“recognition that each transaction leads to-a changed balahce sheet and/or income

“statement. Trial balance sheets and income statements are provided in columns 6 and 13
to demonstrate the transformation of the starting position of December 31 occurring due
to the intervening transactions. '

Current Decisions Desired to Meet Future Needs

Column 14 contains the transaction coming from the financial decision to invest in
inventory to provide a sufficient safety stock to meet anticipated future operational
needs. The Inventory line of the balance sheet increases by $10,000, which is purchased
for future sales using credit represented in an increase in the Accounts Payable line.
There are no current cash flow consequences. The cash outflow will occur in the future
when the firm reduces the accounts payable incurred due to the inventory purchase.
Since this represents an acquisition of an asset and results in no current period revenues
or expenses, only the end-of-month balance sheet position is effected. It is worth noting
to the students that this decision will have an impact in a future period. In the future,
the accounts payable will have to be paid, resulting in a cash outflow. Additionally,
inventory will be expensed as it is sold, hopefully generating sufficient revenues to pro-
vide investors an adequate rate of return for their investment in the XYZ Company.

Additional Possible Exercises and the Excel Spreadsheet

An Excel spreadsheet very similar to the one shown in Table 2 can be downloaded
by going to the following web site: http://bsob.jcu.edu/ECFN/
Dr.%20LeRoy%20Brooks.htm. The spreadsheet is like Table 2 except that an extra blank
column occurs between columns 5 to 6, 12 to 13, and 14 to 15. This allows entry of any
of the three types of transactions we have presented by either the instructor or students.
If you have computer projection capability, this is useful for classroom exercises where
the immediate impact of a transaction on the balance sheet and income statement can be
derived. Non-balancing balance sheets and incomplete transactions are common and
their existence and resolution help reinforce the need to understand the consequences
of financial decisions. There are extra rows in the template from Table 2. Row 42 of the
template spreadsheet shows the statement, “Balanced,” when the balance sheet entry
balances and “NOT BALANCED!” when it does not balance.

As an exercise, the class can consider the impact of purchasing a capital budgeting
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project at the end of the period. This would be a "Future Needs" type of transaction and
would be entered in the new column between the current Table 2 columns 14 and 15.
If a cash purchase, the CaiSVh' balance would decrease by the equipment cost and the
Equipment account would "incféase‘: by the equipment cost. The objective of any
developed exercise will yb”é to make them reasonably straightforward and simple.
Otherwise, too much time would be required in presentation, usually with a requisite
increase in student confusion. For example, having the project above purchased and used
from the beginning of the period would likely require a column 7 Revenue impact,
column 8 cost impact, column 10 depreciation impact and a required entry recognizing
the purchase of the equipment. If it were purchased with a loan more entries would be

required.

END-OF-PERIOD FINANCIAL PERFORMANCE AND POSITION
The Monthly Income Statement and Closing Balance Sheet

The impact of all of the current operating transactions determine the income
statement for January 1 through January 31¥ and together with the past transactions,
determine the balance sheet at January 31%, both presented in column 15 of Table 2.
XYZ had a profitable month with a monthly net income is $8,504. This enabled XYZ to
pay $5,000 in dividends to shareholders and still increase retained earnings by $3,504
for the month of January. The balance sheet total Assets and total Liabilities & Equity
both decrease by $36,319 from the prior December 31* balance. These changes can be
primarily attributed to reductions in inventory and accounts payable, respectively.

The instructor now has the opportunity to use discussion or a lecture to enable
students to see how the income statement only represents current operations and, by
itself, does not account for all of the business activity during the period. Decisions and
operations from the past, present, and future apply when considering all of the
transactions of a given period, as demonstrated in the three types of transactions shown
in Table 2.

Students should also be made to understand that the information on the XYZ
Company in the example is still insufficient to make judgments about the company’s
performance over time or relative to its industry sector. The discussion can be framed by
asking what additional information would be needed to analyze the competitiveness of
XYZ's financial position and performance.

It is reasonable to have the students discuss possible performance measures that
would be used for evaluation. The month's return on equity and return on investment
can be derived. The numbers can also be annualized for comparability with generally
published information on these ratios. Shortcomings inherent in the specific
performance measures based on one month of operation can also be discussed. The
objective is to provide students with the ability to analyze performance based on the
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initial financial decisions and to determine how these decisions emerge in the resulting
transactions and financial statements. It is worthwhile highlighting that this analysis
process can be with respect to either pro forma financial planning of proposed decisions
or ex-post analysis of the results arising from prior decisions.

Cash Flow Changes and the Sources-and-Uses Statement

The change in the cash balance from December 31 to January 31 can also be
observed by scanning the Table 2 Cash account line in the Current Assets section of the
balance sheet. The set of transactions on the Cash account line provides an overview of
the actual cash flows for the period that would be shown in a Cash Flow statement. This
would be the time to clarify to students that a Cash Flow statement shows all sources of
actual cash inflows and outflows, where the difference from the starting date cash
balance to the closing date cash balance is always the change in balance. This is
confirmed on the Cash account line of the balance sheet where the starting balance of
$36,000 on December 31 of the prior year decreases by $5,027 to $30,973 by January 31
of the current year. This decrease occurs despite the company’s “profitable” month of
operations as judged by the Earnings-After-Taxes on the income statement in column 15
of Table 2. This provides the instructor with the opportunity to establish the points: (1)
profitability does not necessarily indicate maintenance of liquidity, and (2) accounting
income generally does not equate to economic income. The income statement provides
the accrual based accounting income while the Cash Flow statement provides the
measure of economic income inflows and outflows.

As an additional exercise it is useful to provide students with Table 3, the Sources-
and-Uses-of-Cash statement. The differences between the Cash Flow statement,
represented by the Cash Account line of Table 2, should be compared with Table 3 to
see how they differ, even though they have the same answer. In our case, a cash change
from $36,000 on December 31 of the prior year to $30,973 by January 31, representing
a decrease of $5,027. The point should also be made that the Sources—and-Uses-of-Cash
statement includes Earnings-After-Taxes, which is an accrual accounting measure and
not a cash flow measure. Therefore, the Sources—and-Uses-of-Cash statement needs to
correct for non-cash flow items that were used in the determination of Earnings-After-
Taxes. Thus, depreciation, a non-cash flow item, needs to be added to Earnings-After-
Taxes to derive the actual net cash flow. The Cash Flow statement does not need this
adjustment since it only includes actual cash transactions. This exercise reinforces the
use of accounting income in determining net income and the use of cash flows in
determining economic income. The exposure of these concepts here is then reinforced
when instructors get to capital budgeting exercises later in the course. Then depreciation
must be considered in the income statement in determining the cash flow for taxes.
Using the income statement approach, depreciation (a non-cash flow expense accrual
income prior deduction) must then be added back to net-income-after-taxes in getting
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Table 3. Sources-and—Usés—o'f-Cash Statement

Operating Activities:

EAT: ' $8,505
Depreciation (Plant and Equipment): : $1,292
Deferred Taxes: ‘ o $5,670
Account Receivable: o ($10,000)
Inventory: $40,000
Accounts Payable: ($45,000)
Total from Operating Activities: $466
Investing Activities: (Not applicable in this case example)

Financing Activities:

Mortgage Repayment: (8493)
Dividends: ($5,000)
Total from Financing Activities: ($5,493)
Effect on the Cash Account:

Cash Account (Beginning of Period): ' $36,000
Change in Cash Account: ($5,027)
Cash Account End of Period: $30,973

“The Change in Cash Account is the sum of the effects from operating activities, investing,
activities, and financing activities. This presentation is similar to Helfert’s [2000] Statement of
Cash Flows

the economic income required in making capital budgeting decisions.

Also, the instructor can have the student compare the Cash line of Table 2 with the
Retained Earnings line to enable students to realize that retained earnings is not a “sack
full of cash.” The increase (or decrease) in the retained earnings account measures the
change in the shareholders’ claims on the firm’s assets resulting from the accounting
objective of appropriately matching expenses to revenues. This includes both cash and
non-cash transactions, which can be examined on the Retained Earnings row in
columns 7 through 12 of Table 2. Alternatively, the Cash line demonstrates that the
ending cash position in Table 2 comes from the initial cash balance and the numerous
transactions providing or requiring cash over the month.

SUMMARY AND CONCLUSION

By examining the connection among decisions, resulting transactions, and the
impacts on both the income statement and balance sheet, the Table 2 presentation
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captures numerous aspects of financial statement planning and analy51s in a clear
fashion. Students readily see how the transactlons of a given penod reﬂect busmess
decisions and operations from the past, present, and future. The Table 2 presentatlon
approach captures the transformation of the decisions to transactions and then to
understandable consequences on a firm’s financial condition by showing:

The financial performance of the company that is represented in the income
statement section of Table 2; :
The financial position of the company that is represented in the balance sheet
section of Table 2; and
The company's liquidity position, which is reflected in the Table 3 Sources-and-
Uses-of-Cash Statement, which is also captured by the economic income effects
covered in the Cash account line of the balance sheet of Table 2.

This self-contained relational model aids students’ understanding of the financial
manager's use of pro forma statements for financial planning and financial management,
or an external analyst's evaluation of prior or expected company performance.

The traditional accounting set approach of using T-accounts, journal entries and
separated statements of income, balance sheet, cash flow, and sources-and-uses-of-cash
provides a weaker pedagogical approach in enabling an understanding of the conse-
quences of financial decisions on a firm's financial standing. For example, a T-account
representation of the period’s operations does not allow one to see how the transactions
in one account affect another account or how they directly affect the income statement
and balance sheet. A journal entry at least demonstrates the effect of a transaction on at
least two accounts, but again fails to demonstrate the integration observed with the
Table 2 approach. Each of the separate financial statements provide valuable information
on the company's performance or position or liquidity, but fail to show the relationships
among the statements, which is also demonstrated in the Table 2 approach.

We believe the suggested presentation approach of the XYZ case to be appropriate
for use in the financial analysis and financial planning modules of a core finance course.
Its use would also be well suited for an intermediate accounting course designed for

finance majors.
ENDNOTES
“The authors thank Rob Lippert for helpful comments.
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